THE 2006 BUDGET AND CHARITIES 

The Budget proposals (now incorporated within the 2006 Finance Bill) include some anti-avoidance provisions aimed at schemes whereby individuals are able to secure tax relief on a substantial donation to a charity and then extract significant value from the charity by means of various transactions which result in the donor’s having made a relatively small net outlay.

1.
The principal provisions will restrict transactions between a charity and “substantial donors” and will remove tax relief available to the charity where the restrictions are breached.

In the above respects, a “substantial donor” is one who makes gifts to the charity of more than £25,000 in a twelve month period or £100,000 over a six-year period.

2.
The type of transactions which will be subject to the restrictions are those involving:

2.1 The sale or letting of property, or the provision of services, by a charity to a substantial donor, or by a substantial donor to a charity.

2.2 An exchange of property between a charity and a substantial donor.

2.3 The provision of financial assistance to a charity by a substantial donor, or by a charity to a substantial donor:  “financial assistance” would include provision of a loan, guarantee, or indemnity.

2.4 Payment by a charity of remuneration to a substantial donor unless such payment relates to services provided by a Trustee and has been approved by the Charity Commission (or the courts).

2.5 Investment by a charity in the business of the substantial donor other than in a company which is listed on a recognized stock exchange.

3.
Certain transactions between a charity and a substantial donor will be exempt from the new provisions if HM Revenue & Customs (HMRC) is satisfied that the charity engages in those transactions for genuine commercial reasons and on terms that are more beneficial to the charity than those which might be expected if the transactions were carried out on an arm’s length basis.  The above is subject to a further proviso that the transactions are not part of an arrangement for the avoidance of tax.


The exemptions would apply to the following types of transactions:

3.1 Financial assistance given to a charity by a substantial donor.

3.2 The sale or letting of property or the provision of services, where the transaction forms part of the business of the substantial donor.

3.3 Transactions which are undertaken in furtherance of the charitable purpose and objectives of the charity and which are no more beneficial to the substantial donor than would be the case if the transactions were undertaken on an arms length basis.

4.
The new provisions will not apply to gifts of shares or property at less than market value by a substantial donor to a charity.

5.
The new provisions will be effective in respect of transactions undertaken after 22 March 2006 but will not apply to transactions which are the result of a contract entered into between the charity and the substantial donor before that date.

6. Fundamentally, where a charity enters into any of the above transactions which is not exempt, any payment made by the charity in connection with the transaction will be regarded as “non-charitable expenditure” and the charity will be subject to taxation on an equivalent amount of its income.

Where the terms of a transaction are not on an arm’s length basis, so far as those favour the substantial donor, the charity will be treated as incurring “non-charitable expenditure” equal to the differential between the actual and arm’s length terms with the same effect as that mentioned above.

7. Coupled with the above will be provisions which remove the existing £10,000 de minimis limit in respect of non-charitable expenditure and also reverse the order in which charitable and non-charitable expenditure are matched with the charity’s (tax-exempt) income and gains.

For every one pound of “non-charitable expenditure” there will be a corresponding restriction in the amount of tax-exempt income and gains with the result that the charity will pay tax on the amount of income and gain equal to the quantum of the “non-charitable expenditure”.  Where there is an excess of “non-charitable expenditure” over total income (and gains) in a current year, such excess can be carried back to an earlier accounting period of the charity.

8.
Whilst it is understood that the new provisions should not apply to transactions between a charity and its wholly owned subsidiaries, great care will need to be taken where there is any non-charity interest in the subsidiary where, for example, there may be an element of “joint-venture” being conducted between the charity and a third-party.

9.
There is to be a tightening in the rules concerning tax relief for companies making donations to charity where the company receives a very small benefit as a consequence of making such donation.  At present, these restrictions only apply to “close companies” (being those under the control of five or fewer persons): the new provisions will extend to non-close companies.

Similarly, tax relief will be denied to a (non-close) company where a donation is made subject to a condition as to repayment or is part of an arrangement for the acquisition of property by the charity, otherwise than as a gift, from the donor company or a connected party.

The last mentioned provisions are to take effect from 1st April 2006.

Clearly, trustees of charities will need to exercise great care and vigilance in respect of transactions which are undertaken with “substantial donors” in order to ensure that the bona fide commercial reason for the transactions can be substantiated to the satisfaction of HMRC and that the transactions are clearly of benefit to the charity and not to the donor.
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